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Gross Receipts Tax Overview

DESCRIPTION: The gross receipts tax was first levied in 1934 (as the emergency school tax) as a
temporary measure to keep the schools open; it was made permanent in 1935. The tax applied to almost
all business sectors, including services. This contrasted markedly with other early-adopter states, like
Mississippi, which taxed only sales of tangible goods. In 1966, the tax was reorganized and renamed as
the gross receipts tax.

The gross receipts tax generally attaches to the transaction in which the good or service leaves the stream
of commerce. A general problem with this design is that the gross receipts tax applies to many
intermediate transactions, particularly those involving services; this is called “pyramiding”.

BASE: New Mexico’s gross receipts tax is imposed on the gross receipts of persons engaging in business
in New Mexico with receipts from:

the sale of property in New Mexico;

® the lease or licensing of property employed in New Mexico;
® granting a right to use a franchise employed in New Mexico;
°

selling services performed outside New Mexico, the product of which is initially used in New
Mexico (research & development); or

® performing services in New Mexico.

“Property” includes real property, tangible personal property, franchises and licenses (other than licenses
of copyrights, trademarks or patents). “Tangible personal property” includes electricity and manufactured
homes.

Exemptions: receipts from wages, insurance premiums, dividends and interest, and isolated and
occasional transactions.

Taxability of Receipts to the Final Consumer

Individuals - Receipts from sales to an individual end user are generally subject to gross receipts tax with
the exception of the following major deductions and exemptions: receipts from the sale of food; receipts

from the provision of most medical services and prescription drugs; and receipts from the sale of gasoline
and motor vehicles (subject to separate taxes).

Governments and Nonprofits

Receipts from the performance of services for the government or a 501(c)(3) organization are subject to
gross receipts tax, but receipts from the sale of tangible personal property to the government or a
501(c)(3) organization are deductible.

Business to Business - Receipts from sales to other businesses may qualify for various resale deductions
created to address pyramiding, the following are some examples: services for resale; construction services
and materials incorporated into a construction project; and manufacturing services performed on a
manufactured product and materials incorporated into a manufactured product

Note: The tax base (with two small exceptions) for all the state-administered tribal gross receipts taxes
and the county and municipal local option taxes is the same as the state’s.

RATE: The total gross receipts tax rate is made up of the State rate along with county and municipal
local option gross receipts taxes for any in-state locations. The State rate has been 5% since July 1, 1990,
when it was increased from 4.75%. Prior to January 1, 2005, a credit of 0.5% was allowed against the
state rate for municipal option taxes.
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New Mexico’s weighted average gross receipts tax rates in FY(09 were:

7.1% inside municipalities
6.0% remainder of county areas
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RATES IN OTHER STATES: The map on the following page shows for New Mexico and

surrounding states the average combined state and local sales tax rate (the top percentages) and total state

and local general sales tax revenue as a percentage of personal income ( the bottom [Bracketed]
percentages).

The table following the map shows that New Mexico’s average tax rate is the 28" highest out of the 46
states with a sales tax. However, New Mexico ranks fifth highest in terms of sales tax revenue as a
percent of personal income, a result of both the relatively low level of personal income in New Mexico

and the broad base of New Mexico’s gross receipts tax.
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States Ranked Alphabetically

States Ranked by Combined
State and Local Average Sales Tax Rate (1)

States Ranked by Sales Tax Revenue as a
Percent of Total Statewide Personal Income (2)

Combined Average

Revenue as a % of

Combined Average

Revenue as a % of

Combined Average

Revenue as a % of

Sales Tax Rate Personal Income Sales Tax Rate Personal Income Sales Tax Rate Personal Income
State Rate | Rank | Percent | Rank State Rate | Rank | Percent | Rank State Rate | Rank | Percent | Rank
Alabama 6.15% 31 2.65% 19 Tennessee 9.41% 1 4.01% 7 Hawaii 4.38% 46 4.89% 1
Alaska 1.13% 47 0.64% 47 California 9.06% 2 2.66% 18 Washington 8.78% 3 4.83% 2
Arizona 7.92% 9 4.28% Washington 8.78% 3 4.83% 2 Louisiana 8.43% 5 4.55% 3
Arkansas 7.79% 10 4.23% 6 Oklahoma 8.44% 4 2.75% 17 Arizona 7.92% 9 4.28% 4
California 9.06% 2 2.66% 18 Louisiana 8.43% 5 4.55% 3 New Mexico 6.40% 28 4.26% 5
Colorado 7.24% 13 2.47% 23 Illinois 8.40% 6 1.71% 41 Arkansas 7.79% 10 4.23% 6
Connecticut 6.00% 32 1.56% 42 New York 8.30% 7 2.38% 26 Tennessee 9.41% 1 4.01% 7
Delaware none n/a none n/a North Carolina 8.07% 8 2.25% 31 Wyoming 5.38% 43 3.76% 8
Dist. of Columbia 6.00% 40 2.23% 32 Arizona 7.92% 9 4.28% 4 Mississippi 7.00% 20 3.66% 9
Florida 7.01% 18 3.39% 10 Arkansas 7.79% 10 4.23% 6 Florida 7.01% 18 3.39% 10
Georgia 7.02% 17 3.00% 14 Nevada 7.59% 11 3.36% 11 Nevada 7.59% 11 3.36% 11
Hawaii 4.38% 46 4.89% 1 Texas 7.39% 12 2.88% 16 South Dakota 5.52% 41 3.34% 12
Idaho 6.00% 33 2.60% 20 Colorado 7.24% 13 2.47% 23 Utah 6.61% 26 3.02% 13
Illinois 8.40% 6 1.71% 41 Minnesota 7.22% 14 2.10% 36 Georgia 7.02% 17 3.00% 14
Indiana 7.00% 19 2.54% 22 Missouri 7.18% 15 2.42% 25 Kansas 6.95% 23 2.90% 15
Iowa 6.94% 24 2.18% 33 South Carolina 7.04% 16 2.37% 27 Texas 7.39% 12 2.88% 16
Kansas 6.95% 23 2.90% 15 Georgia 7.02% 17 3.00% 14 Oklahoma 8.44% 2.75% 17
Kentucky 6.00% 34 2.13% 35 Florida 7.01% 18 3.39% 10 California 9.06% 2 2.66% 18
Louisiana 8.43% 5 4.55% 3 Indiana 7.00% 19 2.54% 22 Alabama 6.15% 31 2.65% 19
Maine 5.00% 44 2.29% 30 Mississippi 7.00% 20 3.66% 9 Idaho 6.00% 33 2.60% 20
Maryland 6.00% 35 1.30% 45 New Jersey 7.00% 21 1.98% 39 Nebraska 6.51% 27 2.59% 21
Massachusetts 6.25% 29 1.26% 46 Rhode Island 7.00% 22 2.07% 38 Indiana 7.00% 19 2.54% 22
Michigan 6.00% 36 2.32% 28 Kansas 6.95% 23 2.90% 15 Colorado 7.24% 13 2.47% 23
Minnesota 7.22% 14 2.10% 36 Towa 6.94% 24 2.18% 33 North Dakota 6.00% 37 2.44% 24
Mississippi 7.00% 20 3.66% 9 Ohio 6.83% 25 2.32% 29 Missouri 7.18% 15 2.42% 25
Missouri 7.18% 15 2.42% 25 Utah 6.61% 26 3.02% 13 New York 8.30% 7 2.38% 26
Montana none n/a none n/a Nebraska 6.51% 27 2.59% 21 South Carolina 7.04% 16 2.37% 27
Nebraska 6.51% 27 2.59% 21 New Mexico 6.40% 28 4.26% 5 Michigan 6.00% 36 2.32% 28
Nevada 7.59% 11 3.36% 11 Massachusetts 6.25% 29 1.26% 46 Ohio 6.83% 25 2.32% 29




States Ranked Alphabetically

States Ranked by Combined
State and Local Average Sales Tax Rate (1)

States Ranked by Sales Tax Revenue as a
Percent of Total Statewide Personal Income (2)

Combined Average
Sales Tax Rate

Revenue as a % of
Personal Income

Combined Average
Sales Tax Rate

Revenue as a % of
Personal Income

Combined Average
Sales Tax Rate

Revenue as a % of
Personal Income

State Rate | Rank | Percent | Rank State Rate | Rank | Percent | Rank State Rate | Rank | Percent | Rank
New Hampshire none n/a none n/a Pennsylvania 6.22% 30 1.83% 40 Maine 5.00% 44 2.29% 30
New Jersey 7.00% 21 1.98% 39 Alabama 6.15% 31 2.65% 19 North Carolina 8.07% 8 2.25% 31
New Mexico 6.40% 28 4.26% 5 Connecticut 6.00% 32 1.56% 42 Dist. of Columbia 6.00% 40 2.23% 32
New York 8.30% 7 2.38% 26 Idaho 6.00% 33 2.60% 20 Towa 6.94% 24 2.18% 33
North Carolina 8.07% 8 2.25% 31 Kentucky 6.00% 34 2.13% 35 Wisconsin 5.42% 42 2.15% 34
North Dakota 6.00% 37 2.44% 24 Maryland 6.00% 35 1.30% 45 Kentucky 6.00% 34 2.13% 35
Ohio 6.83% 25 2.32% 29 Michigan 6.00% 36 2.32% 28 Minnesota 7.22% 14 2.10% 36
Oklahoma 8.44% 4 2.75% 17 North Dakota 6.00% 37 2.44% 24 West Virginia 6.00% 39 2.07% 37
Oregon none n/a none n/a Vermont 6.00% 38 1.45% 43 Rhode Island 7.00% 22 2.07% 38
Pennsylvania 6.22% 30 1.83% 40 West Virginia 6.00% 39 2.07% 37 New Jersey 7.00% 21 1.98% 39
Rhode Island 7.00% 22 2.07% 38 Dist. of Columbia 6.00% 40 2.23% 32 Pennsylvania 6.22% 30 1.83% 40
South Carolina 7.04% 16 2.37% 27 South Dakota 5.52% 41 3.34% 12 Illinois 8.40% 6 1.71% 41
South Dakota 5.52% 41 3.34% 12 Wisconsin 5.42% 42 2.15% 34 Connecticut 6.00% 32 1.56% 42
Tennessee 9.41% 1 4.01% 7 Wyoming 5.38% 43 3.76% 8 Vermont 6.00% 38 1.45% 43
Texas 7.39% 12 2.88% 16 Maine 5.00% 44 2.29% 30 Virginia 5.00% 45 1.41% 44
Utah 6.61% 26 3.02% 13 Virginia 5.00% 45 1.41% 44 Maryland 6.00% 35 1.30% 45
Vermont 6.00% 38 1.45% 43 Hawaii 4.38% 46 4.89% 1 Massachusetts 6.25% 29 1.26% 46
Virginia 5.00% 45 1.41% 44 Alaska 1.13% a7 0.64% 47 Alaska 1.13% a7 0.64% 47
Washington 8.78% 3 4.83% 2 Delaware none n/a none n/a Delaware none n/a none n/a
West Virginia 6.00% 39 2.07% 37 Montana none n/a none n/a Montana none n/a none n/a
Wisconsin 5.42% 42 2.15% 34 New Hampshire none n/a none n/a New Hampshire none n/a none n/a
Wyoming 5.38% 43 3.76% 8 Oregon none n/a none n/a Oregon none n/a none n/a

(1) “Sales Tax: Combined State and Average Local Rates” as of September 29, 2009; Tax Foundation; www.TaxFoundation.org.
Note: Tax rates within each state are not averaged using a weighting of sales tax revenue from each location but an aproximate weighted average is calculated using personal income levels and sales tax rates in

corresponeding zip codes.

(2) State & Local Government Finance Data Query System. http://www.taxpolicycenter.org/tpc/pages.cfm. The Urban Institute-Brookings Institution Tax Policy Center. Data from U.S. Census




Fiscal Year

Fiscal Year

Fiscal Year

RECEIPTS

(millions of dollars)

Fiscal Year

Fiscal Year

2004 2005 2006 2007 2008 Fiscal Year 2009
Receipts to Local
Governments 894 1,010 1,171 1,287 1,345 1,323
Receipts to General
Fund and other State
Funds 1,431 1,528 1,707 1,856 1,881 1,855
Total Receipts 2,325 2,538 2,878 3,143 3,226 3,208



COMPENSATING TAX OVERVIEW

DESCRIPTON: Every state that levies a general sales or gross receipts tax also imposes a companion
tax, usually named a use or compensating tax. The idea is to protect instate businesses from untaxed
competition from out-of-state vendors.

BASE: Tax is imposed on the buyer for using, consuming or, in some cases, storing tangible personal
property in New Mexico. Tax base measured by the value of the property (at the time of introduction into
New Mexico or use, whichever is later) of property: manufactured by the person using the property; or
acquired outside the state as the result of a transaction that would have been subject to the gross receipts
tax if the transaction had occurred in New Mexico (Dell decision issue). Note that unlike the gross
receipts tax, compensating tax does not apply to use of services or intangible personal property.

New Mexico also uses the compensating tax as a penalty when a buyer violates the conditions of a gross
receipts deduction. This is the only circumstance in which a transaction involving services can be subject
to the compensating tax.

Generally the same exemptions and deductions apply as under the gross receipts tax rate. Contributions of
inventory to certain charitable organizations or governments may be deducted.

RATE: The tax rate is a uniform 5%, which matches the state gross receipts tax rate. No local option
rates apply.

PAYMENT DUE: On or before the 25th day of the month following the month in which the taxable
transaction occurs.

COLLECTED BY: The Taxation and Revenue Department.

DISPOSITION: Deposited in the tax administration suspense fund at the state treasury. After necessary
refunds and interest are paid, 10% of receipts are distributed to the small cities assistance fund, 10% of
receipts are distributed to the small counties assistance fund, a portion by formula to municipalities and
the remainder is transferred to the general fund.

RECEIPTS
(thousands of dollars)

Fiscal Year Fiscal Year Fiscal Year Fiscal Year Fiscal Year  Fiscal Year

2004 2005 2006 2007 2008 2009
Local
Governments 8,412.7 10,836.7 12,909.9 14,916.5 16,611.0 20,003.4
General Fund 33,650.6 43,346.7 51,639.5 59,665.9 65,184.2 69,928.0
Total Receipts 42,063.3 54,183.3 64,549.4 74,582.4 81,795.2 89,931.3



OPTION 1

INCREASE GROSS RECEIPTS AND COMPENSATING TAX RATE

Description

The State gross receipts tax rate is currently 5.0%. Additional municipal and county local option gross
receipts tax rates bring the average rate to 7.1% inside municipalities and 6.0% outside of municipalities
(remainder of county areas). The compensating tax rate is the same as the State gross receipts tax rate,
5.0%. The interstate telecommunications gross receipts tax rate is 4.25%, and the governmental gross
receipts tax rate is 5.0%.

This option would increase the State gross receipts tax (GRT), compensating tax (Comp), interstate
telecommunications gross receipts tax (ITGRT), and governmental gross receipts tax (GGRT) rates with
all increased revenue accruing to the State General Fund (all options effective July 1, 2010).

Option 1a: Increase all rates 0.25%.

Option 1b: Increase all rates 0.5%.

Option 1c: Increase all rates 1.0%.

Estimated Revenue Impact (000)

Option FY10 | FY11 | FY12 | FY13 | FY14 | FY10-14 Fund(s) Affected
Option 1a. 0.25%
GRT 0 114,762 121,074 127,370 132,974 496,179
Comp 0 3,941 4,158 4,374 4,567 17,040
GGRT 0 1,453 1,533 1,613 1,684 6,284
ITGRT 0 204 215 226 236 882
Total 0 120,360 126,980 133,583 139,461 520,385  General Fund
Option 1b. 0.5%
GRT 0 229,524 242,148 254,739 265,948 992,359
Comp 0 7,882 8,316 8,748 9,133 34,079
GGRT 0 2,907 3,067 3,226 3,368 12,567
ITGRT 0 408 431 453 473 1,765
Total 0 240,721 253,961 267,166 278,922 1,040,770  General Fund
Option 1c. 1.00%
GRT 0 459,048 484,295 509,479 531,896 1,984,717
Comp 0 15,764 16,631 17,496 18,266 68,158
GGRT 0 5813 6,133 6,452 6,736 25,135
ITGRT 0 816 861 906 946 3,529
Total 0 481,442 507,921 534,333 557,844 2,081,540  General Fund




Effects of Option

e Option la would increase New Mexico’s ranking from 28" highest to 26™ highest of the 46 states
with a sales taxes.'

e Option 1b would increase New Mexico’s ranking from 28" highest to 25" highest.

e Option Ic would increase New Mexico’s ranking from 28" highest to 12" highest.

Pros

This option would be simple to implement and has minimal administrative and compliance costs.

e This option could quickly raise a very large amount of revenue.

e The gross receipts and compensating taxes have a broad base, with a sizeable portion of the taxes
imposed on sales to nonresidents, and are more stable sources of revenue than severance or income

tax revenues.

e There is generally broader public acceptance of reliance on these taxes than on other major taxes.

Cons

e Pyramiding, the imposition of gross receipts tax on business purchases that will be taxed again on
business sales, causes economic distortions that would be exacerbated by any increase in the rate.
e These economic distortions reduce business activity and incomes in New Mexico, and increase
exponentially with increases in the tax rate.

¢ Increasing the rate would discourage some businesses from locating or expanding in New Mexico.

e Raising the gross receipts tax rate without any other changes to New Mexico’s overall tax system,
such as Option 6, would make the tax structure more regressive.

! “Sales Tax: Combined State and Average Local Rates” as of September 29, 2009; Tax Foundation;
www.TaxFoundation.org. Note: These are based on mean average rates of all possible locations for each state and
are not weighted average rates. Further, New Mexico’s ranking will be affected by actions in other states.
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OPTION 2

INCREASE GROSS RECEIPTS TAX RATE WITH CREDIT FOR
LOCAL OPTION RATES

Description

The State gross receipts tax rate is currently 5.0%. Additional municipal and county local option gross
receipts tax rates bring the average rate to 7.1% inside municipalities and 6.0% outside of municipalities
in the remainder of county areas.

This option would increase the State gross receipts tax rate by 1.0% to 6.0%, provide a credit inside
municipalities of 0.75% for municipal local options and 0.25% for county options and provide a credit in
remainder of county areas (outside municipalities) of 0.5% for county local options. The combined effect
of the rate increase and the credits would be no change to rates inside municipalities, a 0.5% higher rate in
remainder of county areas, and a 1.0% higher rate on out-of-state purchases. Taxpayers would continue to
report and pay gross receipts tax based on the total combined State and local option tax rate net of the new
rate credits.

Albuquerque can serve as an example of how the option would work. The current total rate in
Albuquerque is 6.875%, which is made up of the 5.0% State rate, 1.0625% municipal local option rates,
and 0.8125% county local option rates. The option would increase the State rate to 6.0% but provide a
0.75% credit against the municipal local options and a 0.25% credit against the county local options.
Therefore, taxpayers in Albuquerque would pay the same total rate of 6.875% under the option as they do
under current law. In the remainder of Bernalillo County the total rate is currently 5.9375%, made up of
the 5.0% State rate and 0.9375% county local option rates. The option would increase the State rate to
6.0% but provide a 0.5% credit against the county local option rates. Therefore, the combined tax rate in
the remainder of Bernalillo county net of the credit would increase by 0.5% to 6.4375% under the option.
Sales made in Albuquerque by vendors with sufficient New Mexico nexus but no in-state business
location would be taxed at the new out-of-state gross receipts tax rate of 6.0%, a 1.0% increase from the
current 5.0% rate.

This option would also increase the Compensating, Governmental Gross Receipts, and Interstate
Telecommunications Gross Receipts tax rates by 1.0% with all increased revenue from these taxes going

to the General Fund.

Effective Date: July 1, 2010.

Estimated Revenue Impact (000)
FY10 FY11 FY12 FY13 FY14 FY10-14 Fund(s) Affected
0 107,000 113,000 119,000 124,000 463,000 | General Fund
0 1,500 1,600 1,700 1,800 6,600 Local Governments*

*Lea and Lincoln counties currently have county local option rates imposed in the remainder of their
county areas totaling 0.375%. Under this option they could increase their remainder of county imposed
rates by another 0.125% and capture increased revenue without increasing their total rate by taking
advantage of the full 0.5% credit. The revenue estimate assumes both counties increase their remainder of
county local option rates by 0.125%. A similar circumstance exists for the village of Maxwell and the
same assumption is applied.
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Effects of Option

This option would raise revenue for the State while at the same time reducing the existing rate
differentials between locations as shown in the following graph:

39, Gross Receipts Tax Rate Differentals With and Without Option 2
o
oo 1o W Average Differental in FY09 | _
O Differential after Option 2
1% 1+ .
Municipal/ Municipal/ Remainder of County/
Remainder of County Out-ofState Seller* Out-of-State Seller*
-1%

* Seller without New Mexico business location or sales subject to the compensating tax

Pros

® This option would reduce the economic distortions created by the widening gross receipts tax rate
differentials in New Mexico.

® Current rate differentials encourage businesses to make purchases out-of-state and to locate outside of
municipalities.

® (Current rate differentials also encourage consumers to change their purchasing patterns in favor of
out-of-state sellers.

Cons

¢ Pyramiding, the imposition of gross receipts tax on business purchases that will be taxed again on
business sales, causes economic distortions that would be exacerbated by any increase in the rate on
business purchases.
e These economic distortions reduce business activity and incomes in New Mexico, and increase
exponentially with increases in the tax rate.
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There would be a rate increase in rural areas, but none (except for purchases out of state) in
municipalities.

Raising the gross receipts tax rate without any other changes to New Mexico’s overall tax system,
such as Option 6, would make the tax structure more regressive.

-12 -



OPTIO

N3

EXTEND COMPENSATING TAX TO SALES IN NEW MEXICO

Description
Under current law sales in New Mexico by an out-of-state business that does not have nexus with the

State are not taxed under either the gross receipts or compensating taxes.

This option would amend the compensating tax to make it apply to sales in New Mexico.

Effective date: July 1, 2010.

Estimated Revenue Impact (000)
FY10 FY11 FY12 FY13 FY14 FY10-14 | Fund(s) Affected
0 11,600 12,200 12,900 13,500 50,200 | General Fund
0 2,500 2,700 2,800 3,000 11,000 | Municipalities
0 1,600 1,700 1,800 1,800 6,900 | Counties
0 15,700 16,600 17,500 18,300 68,100 | Total

Note: There is a high degree of uncertainty in this estimate; it could be lower or much higher. There is no
direct data available to make this estimate, which depends on both the level of economic activity in New
Mexico and how New Mexico businesses choose to structure their purchases now and in the future.

Effects of Option

By applying the compensating tax to sales in New Mexico this option would close a gap in the gross
receipts and compensating taxes. This gap provides an incentive for New Mexico businesses to buy from
out-of-state non-nexus sellers and structure the sale to occur in New Mexico. The option removes the tax
incentive to purchase out-of-state, so New Mexico businesses would be more likely to purchase from
other New Mexico businesses and pay the gross receipts tax.

Pros

e New Mexico sellers would no longer be at a disadvantage to out-of-state sellers when selling to other
New Mexico businesses.

e Choices on where to purchase and who to purchase from would be based on economic efficiency
instead of tax avoidance.

e This option would broaden the compensating tax base and strengthen the stability of both the
compensating and gross receipts taxes.
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Cons

e The majority of sales affected by the option are business inputs, so taxing them raises the general
pyramiding issue with the gross receipts and compensating taxes.

e Additional reporting by sellers would be required to insure that transactions were not taxed under
both the gross receipts tax and the compensating tax.
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OPTION 4
USE NEW MEXICO PURCHASER’S LOCATION FOR CERTAIN

OUT-OF-STATE SELLERS AND PURCHASES

Description

Currently all businesses with sufficient nexus are subject to the gross receipts tax on their sales in New
Mexico. If a business has an in-state business location it reports its gross receipts to that location and pays
all applicable local option gross receipts taxes. If a business does not have an in-state business location it
pays the out-of-state tax rate of 5.0% but no local option rates. Similarly, when New Mexico businesses
make out-of-state purchases subject to the compensating tax they pay a rate of 5.0% (there are no local
option rates).

This option would make the reporting location for out-of-state businesses the location of the purchaser,
thereby including the corresponding local option gross receipts tax rates. It would also add local option
rates to the compensating tax equal to the local option gross receipts rates. The compensating tax would
be applied and reported based on the location of the purchaser regardless of where the sale or seller was
located, so this option incorporates Option 3.

Effective Date: July 1, 2010.

Estimated Revenue Impact (000)
FY10 FY11 FY12 FY13 FY14 FY10-14 Fund(s) Affected
0 (16,000) | (17,000) | (18,000) | (19,000) (70,000) | General Fund
0 68,000 71,000 75,000 77,000 292,000 | Municipalities
0 23,000 24,000 25,000 27,000 99,000 | Counties
0 75,000 78,000 82,00 85,00 321,000 | Total

Note: There is a high degree of uncertainty in the portion of this estimate corresponding to the actions in
Option 3; it could be lower or much higher. There is no direct data available to make the estimate for
Option 3, which depends on both the level of economic activity in New Mexico and how New Mexico
businesses choose to structure their purchases now and in the future. The uncertainty in the other portion
of this estimate is much lower.

Effects of Proposal

This option would create uniform destination sourcing (purchaser’s location) for out-of-state vendors and
maintain origin based sourcing (seller’s location) for in-state vendors. It would remove the current gross
receipts and compensating tax rate differentials and the corresponding incentive to purchase from out-of-
state vendors for both taxes.
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Pros

e New Mexico sellers would no longer be at a disadvantage relative to out-of-state sellers when selling
to other New Mexico businesses.

e Choices on where to purchase and who to purchase from would be based on economic efficiency
instead of tax avoidance.

® Aslocal option tax rates increase over time the importance and impact of reducing the in-state/out-of-
state differential will increase.

e This option would directly address a concern that municipalities and counties have increasingly
voiced, and would provide significant revenue to local governments.

Cons

¢ This option would increase the overall average gross receipts plus compensating tax rate, which
would increase the economic inefficiencies associated with these taxes.

e Reporting the compensating tax to the purchaser’s location will increase compliance costs for
businesses and have a large initial administrative impact, likely requiring a contract with the private
vendor to accommodate TRD IT systems changes.

e This option alone would cause a net revenue loss to the General Fund because (even though it raises
revenue overall) because it apportions some revenue to local governments that currently only accrues
to the State.
¢ However, the option could be combined with other options to offset the effect of this option on

General Fund revenues and the negative effect of other options on local government revenues.
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OPTION 5

CHANGE TAX TREATMENT OF THE FOOD DEDUCTION

AND FOOD “HOLD HARMLESS” DISTRIBUTIONS

Description
In 2005 New Mexico made receipts from the sale of food for home consumption deductible from the
gross receipts tax. At the same time, a distribution was created to hold counties and municipalities

harmless from any revenue loss due to the new deduction.

Option 5a would repeal the food deduction and corresponding hold harmless distributions.

Option 5b would repeal the food deduction but create a 5% credit for food. The hold harmless distribution
of the State’s 1.225% to municipalities would remain in place. (Local option gross receipts taxes would
be applied to food, so local governments would not lose revenue from loss of the remaining hold harmless

distributions from the State.)

Option 5c is the same as option 5b, but with no hold harmless distribution to municipalities of the State’s

1.225%.

Option 5d: Retain the food deduction and hold harmless distributions for everything except soft drinks
and candy (as defined by the Streamlined Sales Tax Project). Excluding candy and soft drinks from the

food deduction would make them subject to the gross receipts tax under most circumstances.

All options effective: July 1, 2010.

The following example illustrates the revenues and distributions under current law and under options 5Sa,
5b and 5c associated with a $100,000 food sale in Ruidoso where the county imposed local option rates
are currently 0.25% and the municipal local option rates are currently 2.5625% for a total rate of

7.8125%.
Options Total Tax | Tax Revenue to Hold Harmless Distributions to | Distribution to
Revenue the State Distributions from Ruidoso Lincoln County
General Fund | the General Fund
Current Law 0 0 (4,037.50) 3,787.50 250.00
Option 5a. 7,812.50 3,775.00 0 3,787.50 250.00
Option 5b. 2,812.50 0 (1,225.00) 3,787.50 250.00
Option 5c. 2,812.50 0 0 2,562.50 250.00

* For simplicity this illustration and the estimate do not include adjustments due to the administrative fee of 3.25%
which do not impact distributions under current law but would slightly affect distributions in all options.
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Estimated Revenue Impact (000)
Option FY10 FY11 FY12 FY13 FY14 FY10-14 Fund(s) Affected
0 228,000 239,000 | 250,000 | 262,000 979,000 | General Fund
Option 5a. 0 0 0 0 0 0 Municipalities
0 0 0 0 0 0 Counties
0 68,000 71,000 76,000 79,000 294,000 | General Fund
Option 5b. 0 0 0 0 0 0 Municipalities
0 0 0 0 0 0 Counties
0 104,000 109,000 | 115,000 | 120,000 | 448,000 | General Fund
Option 5c. 0 (36,000) (38,000) | (40,000) | (42,000) | (155,000) | Municipalities
0 0 0 0 0 0 Counties
Option 5d. 0 18,000 19,000 20,000 21,000 78,000 General Fund
Effect of Options
Options 5a, b, and c:

These options would remove or partially remove the food deduction created in 2005. The majority of
states with a sales tax exempt food purchased for home consumption, tax it at a lower rate, or provide an
offsetting personal income tax credit. The table on the following page shows that out of the 47 states
(including DC) with a sales tax 28 (including New Mexico) do not currently tax food under state or local
rates. Seven states tax food at a lower rate and five states only apply certain local tax rates. Seven states
tax food at the normal rate; however, all but two of these states provide an offsetting personal income tax

credit.

Option 5d:

Under current law, candy and soft drinks are included in the definition of “food” for purposes of the food
deduction. This means that candy and soft drinks sold in grocery and other qualifying stores are not
subject to any gross receipts tax (State or local option). There is no revenue loss to local governments
(municipalities and counties) on these sales, since the State makes a “hold harmless” distribution to local
governments of the amount of revenue they would have collected on the sales from their local option
gross receipts taxes and the 1.225% of the State 5% gross receipts tax rate. The State therefore loses its
own tax revenue (3.775% inside municipalities and 5% outside), plus the “hold harmless” distributions.

Option 5d would simply remove candy and soft drinks from the food deduction. This would mean these
items would be subject to both the State and local option gross receipts taxes. Local governments would

receive the actual gross receipts tax revenue (including the 1.225% distribution to municipalities) on these
items in place of the “hold harmless” distributions from the State, so there would be no change in revenue
for local governments. The State, however, would now collect its gross receipts tax on these items
(3.775% inside municipalities and 5% outside), and would also stop making “hold harmless” distributions
on these items. So, all of the revenue gain is realized by the State under Option 5d, as is true for Option
5a which would repeal the food deduction for all items.
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Sales Tax on Food Generally

State Taxed at | Taxed at Regular | Taxed at | Local Tax Sales Tax on Candy
Regu|ar Rate, but Income Reduced Rates Not and Soft Drinks
Rate Tax Credit Rate Only Taxed Candy |Soft Drinks
Alabama v v v
Alaska v V(L) V(L)
Arizona v V(L) V(L)
Arkansas v v ®) v(R)
California v 4
Colorado v
Connecticut v v v
Delaware ------------------No state or local salestaxes --- ---------------
Dist. of Columbia v
Florida v v v
Georgia v (L) V(L)
Hawaii v v v
Idaho v v (L) v
Illinois v ‘/(R) v
Indiana v v v
Towa v v v
Kansas v v v
Kentucky v v v
Louisiana v V(L) V(L)
Maine v v v
Maryland v v v
Massachusetts Y
Michigan v
Minnesota v v v
Mississippi v v v
Missouri v v ®) v(R)
Montana ------------------No state or local salestaxes --- ---------------
Nebraska v
Nevada v
New Hampshire se----------------No state or local salestaxes - - - - --------------
New Jersey v v v
New Mexico v
New York v v v
North Carolina v v v
North Dakota v v v
Ohio v v
Oklahoma v v v
Oregon ------------------No state or local salestaxes --- ---------------
Pennsylvania v v
Rhode Island v v v
South Carolina v
South Dakota v v v
Tennessee v v V(R
Texas v v v
Utah v v®) v(R)
Vermont v
Virginia v v ®) v(R)
Washington v v
West Virginia v v R v
Wisconsin v v v
Wyoming 4

(R) Tax on candy or soft drinks is at a reduced rate,

Sources: Federation of Tax Administrators "State Sales Taxes--Food and Drug Exemptions."

(L) Only local tax rates applied

http://www.taxadmin. org/ftafrate/sales.html AND ImpacTeen. A"State Snack and Soda sales Tax Data."
http://www.impacteen.org/statetaxdata/state_fta_snack _soda_rest_tax_07_08_forweb_rev051809.xls, AND Chriqui, J.F.,

Eidson, S.S., Bates, H., Kowalczyk, S., & Chaloupka, F.J. (2008). State sales tax rates for soft drinks and snacks sold
through grocery stores and vending machines, 2007. Journal of Public Health Policy; 29: 226-249
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Pros

Options 5a, b, and c:

The food deduction proved to be much more costly than originally anticipated; removing the
deduction has the potential to raise a large amount of revenue.

Option 5a would greatly simplify compliance and administration of the gross receipts tax.

Food purchased with food stamps are already tax exempt, and would remain tax exempt under all
options.

Purchases of food are currently tax-favored relative to all other consumer purchases, including
restaurant meals. These options would remove at least some of this differential treatment.

Option 5d:

A tax on soft drinks and candy will slightly lower consumption of these items and may reduce long
term health care expenses.

Using the Streamlined Sales Tax definitions for soft drinks and candy would still allow New Mexico
to participate in the Streamlined Sales Tax program.

Cons

Options 5a, b, and c:

Many low-income families do not receive food stamps.

Low-income families that do receive food stamps typically must pay for a portion of their food
purchases out-of-pocket.

Food would be one of the more slowly growing components of the gross receipts tax base, so would
provide a declining share of gross receipts tax revenue.

Taxing food, even at reduced rate, without any other changes to New Mexico’s overall tax system,
such as Option 6, would make the tax structure more regressive.

Option 5d:

This option will have a significant compliance cost for retailers because they would have to
differentiate between products that qualify for food stamps and products that qualify for the food
deduction (they are currently the same set of products).
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OPTION 6

EXPAND AND RESTRUCTURE LICTR AND THE LOW- AND MIDDLE-
INCOME EXEMPTION

Description

The Low Income Comprehensive Tax Rebate (LICTR) and the low- and middle-income exemption
provide important tax relief to lower-income families by reducing the regressivity of the State and local
tax system.

This option would expand and restructure LICTR and the low- and middle-income exemption to mitigate
the effects on low-income families of any changes to the food deduction or other increases in gross
receipts or excise taxes. LICTR amounts would be increased from their current levels (set in 1998) and
restructured. LICTR amounts would begin at 1.5% of the federal poverty guideline amount for each
family size (up to 9 or more rather than 6 or more), and would remain constant until the beginning of the
phase out. The phase out would begin at one-quarter the poverty guideline level and end at 100% of the
poverty guideline level for each family size, rather than the current phase out which applies at $22,000 for
all family sizes. (For families of four or fewer, the phase out would end at $23,000 since that is more than
100% of the federal poverty guideline for these families and avoids reducing the current LICTR amount
for families on the “cliff” in current law LICTR.) In addition, the definition of MGI would be amended
so that MGI is simply federal adjusted gross (AGI) income plus social security and railroad retirement
benefits excluded from AGI.

The phase out of the low- and middle-income exemption would also be modified, in two ways. First,
rather than phase out with AGI the exemption would phase out with “tax table income” which would be
defined as AGI plus NM additions to AGI less: (a) the excess of itemized deductions over the standard
deduction, (b) NM subtractions (e.g., interest on NM state & local bonds, capital gains) and (c) NM
uncompensated medical care deduction. For most taxpayers eligible for the exemption, “tax table
income” is simply AGI. Second, the phase out of exemptions for dependents would begin where the
current phase out ends, and be sequential for each dependent at a rate of 40%.

Effective Date: Taxable years beginning on or after January 1, 2010.

Estimated Revenue Impact 